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THE LIABILITY OF DIRECTORS AND OFFICERS OF 
FINANCIAL INSTITUTIONS. 



Both the directors and the officers of financial institutions act as 
agents, yet the character of their agency is quite dissimilar. The 
acts of the directors come under the head of corporate acts, while 
those of the officers are subject to the general rules of the agency. 

The directors of a financial institution, acting in a fiduciary ca- 
pacity, bear practically the relationship of trustees to the bank's 
stockholders and creditors. That we may have a more comprehen- 
sive understanding of their liabilities, we will consider for a few 
minutes the subject of their duties and authority, as it is a breach 
in the observance of these powers which makes them liable. 

The general management of an institution is vested in its board 
of directors. To their judgment is entrusted absolutely the invest- 
ment of all funds and the selection of officers. 

Directors, however, have not any individual power. It is neces- 
sary that they convene and deliberate together at a properly called 
meeting, in order that their acts may be effective. It has been held 
in New Hampshire that where the cashier of a bank received the 
separate assent of the majority of the board, authorizing him to en- 
dorse a note, the bank was not bound by the endorsement, as such 
separate action was not effective, the law of that state prohibiting 
such action on the part of the cashier, except by the authority of 
the board of directors. 

It may be stated as a general rule that there must be a majority 
of the board present, in order that the business to be transacted may 
be effectual. In some states there are exceptions to this rule, it 
being provided that a number of directors, less than a majority 
of the board, may, for certain purposes, convene and effectively 
transact business; but, without such power, a majority would be 
acting solely as individuals. 

Acting in their fiduciary capacity, they must not be interested 
adversely in matters upon which they pass judgment; contracts be- 
tween the institution and one or more of its directors, while permis- 
sible (except where the law expressly prohibits such relationship) 
will be set aside on the slightest grounds. 
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Loan contracts have, by custom, become so frequent that they are 
not scrutinized with as jealous an eye, although they seem to be 
an evasion of the general rule relating to the authority of directors 
to contract with their banks. 

There is considerable conflict of opinion as to what constitutes a 
standard by which the acts of directors shall be measured. In some 
jurisdictions the inquiry is: Have the directors exercised that dili- 
gence and care necessary to a thoroughly successful discharge of 
the duties imposed upon them ? In cases where the most assiduous 
attention is required, the directors are responsible for the slightest 
neglect. In other jurisdictions it has been held that the directors 
are only required to exercise the same degree of care which would 
distinguish the acts of a reasonably prudent man in the manage- 
ment of his business affairs. 

A clear understanding of the maximum liability rule, which has 
been frequently followed in other states, can be had from a New 
York decision by Justice Earle, in which he stated that it seemed 
to him that it would be a most monstrous proposition to hold that 
trustees intrusted with the management of the property, interests, 
and business of other people, who divest themselves of the manage- 
ment and confide in them, are bound to give only slight care to the 
duties of their trust, and are liable only in case of gross inattention 
and negligence. I have found no authority fully upholding such a 
proposition. 

We frequently find directors endeavoring to avoid their liability 
by showing that at the time the business complained of was trans- 
acted they were absent from the institution. The sufficiency of this 
defense is entirely inadequate, if it appears that the absence of the 
director was due to some knowledge or belief that the affairs of the 
bank were not being conducted in a proper manner. In such cases 
he will be considered a passive participant. 

We all know that it is compulsory upon a director that he qualify 
as such, and one of the usual requisites is that he shall make oath 
to his being owner of a given number of shares of the stock of the 
bank, and that the same is not hypothecated or pledged as security. 
An oath wrongfully made with false intent, renders the offender 
guilty of perjury and subjects him to a criminal prosecution. 

Directors often involve themselves unnecessarily to an account- 
able degree by indulging the desire to increase the profits of the 
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bank to the greatest possible extent. This quite frequently results 
in cases where, in order to secure a greater rate of interest, the laws 
of usuary are totally disregarded. In such cases it has been held 
that it is reasonable to presume that they have not selected the best 
class of security, and, in so doing, have placed themselves beyond 
the protection of the law, even though their actions have been pure- 
ly unselfish, it being considered that they have wantonly broken 
the laws which were enacted to prevent them from taking excessive 
risks. 

The receiving of deposits by directors when their bank is in an in- 
solvent condition, is sufficient to make them personally liable : pro- 
vided, they knew of the insolvency of the institution at the time 
of receiving such deposits. If their lack of knowledge in this re- 
spect is due to a disregard of their duties, then they will not 
be released. 

A similar accountability is created by lending the funds of the 
bank in a greater percentage than is prescribed by law. 

Many directors have been asked to account in damages for de- 
claring dividends when not earned. An adequate defense consists 
in establishing proof that the dividend was declared through an 
error in judgment as to the net earnings of the bank. 

The making of false statements as to the solvency of their insti- 
tution establishes a right of damages to those relying upon such 
statements, if they have suffered a loss ; for example, where deposits 
have been made in the institution, or its stock purchased by those so 
misled. 

The right on the part of the directors to delegate their authority 
to others, and to what extent they may do so, is not governed by a 
uniform rule. In some states they are permitted to delegate their 
authority to one or more of the officers of the institution to make 
loans. In other states this privilege is denied to them ; and in such 
states a loss resulting from such delegation of their power and 
duty renders them accountable to their bank. 

In the exercise of their prerogative of appointing the officers of 
their institution, the directors do not become surety for the fidelity 
of their appointees, unless they have selected some one known to 
them to be dishonest, or of a notoriously bad character. 

When directors retain a defaulting officer in the employ of the 
institution after they become cognizant of such default , they 
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become liable for all losses which the bank may suffer from the 
time when the deficiency became known to them, and to that extent 
the defaulting officer's surety is released. 

It has been quite frequently held that all officers found engaged 
in stock gambling should be immediately dismissed. I am of the 
opinion that directors subject themselves to personal liability in 
failing to comply with this requirement. 

Fraudulent acts of officers cannot be condoned by the board of di- 
rectors, as such a power vested in them would place any officer who 
controlled his board in a position to rob his institution with im- 
punity. 

Having briefly analyzed the liabilities of directors, it would be 
well for us to preface our discussion of the responsibilities of in- 
dividual officers, with a cursory insight into the acts for which of- 
ficers in general are accountable. 

Officers in general of a financial institution serve in the capacity 
of agents for it. They derive their authority to so act, either from 
the charter under which the bank exists, its by-laws, or from power 
delegated to them by the directors. They cannot subject their in- 
stitutions to liability by making an ultra vires contract. In other 
words, they cannot bind their bank in making a contract which is 
beyond the scope of its corporate powers. 

Officers are not liable to the same degree as are the directors. The 
responsibility for their conduct is usually confined to fraudulent or 
malicious acts, and not to mere non-feasaDce. 

They are liable for losses incurred by those who have been in- 
duced through their false statements as to the financial condition of 
the bank to deposit therein or to purchase stock thereof. They are 
also held responsible for selling over issues of stock, with fraudulent 
intent. The claimant must prove, however, that the certificate on 
which suit is brought was improperly issued. 

They are not accountable for the diminution in the value of the 
capital stock of their bank, unless it is clearly shown that such re- 
duction has been caused solely through their wilful misconduct or 
gross negligence. 

In considering their authority, it is hardly necessary to add that 
any act of an officer which is invalid under the bank's charter can- 
not be validated by ratification, nor can an officer who has inten- 
tionally committed a wrong defend or excuse himself by showing 
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that his act was performed under the instructions of a superior of- 
ficer, the laws on this point being well settled that all persons di- 
rectly concerned in the commission of a fraud are to be treated as 
principals. 

Leaving the subject of officers in general, we will now turn our 
attention to two officers in particular, namely, the president and 
the cashier, the office of treasurer being treated under the head of 
cashier. 

The powers of the president are extremely limited, unless extend- 
ed by the charter, or by authority from the governing board, of 
which he is the executive agent. The president is usually repre- 
sented to the public as holding the position of managing officer of 
the institution, which custom has so largely extended his authority 
that the institution in such cases is held responsible for such of his 
acts as the public may be justified in believing to be vested in him. 

The president has not individual authority to convey the real 
property of his institution, and he is in like m ann er debarred from 
mortgaging the same, nor can he bind his bank by agreeing to pay 
a sum which it does not owe. He is prohibited from releasing, with- 
out due consideration, a judgment or debt, nor has he the power to 
certify his own check. His obligation so certified shows on its face 
such a palpable excess of authority that the bank cannot be held 
responsible for its payment. 

The president is liable when he incurs a larger indebtedness on 
behalf of his institution than he is permitted to have by law, or 
when he allows a person, whom he knows to be wholly irresponsible, 
to draw funds from his bank without reasonably adequate security. 

The president makes himself personally liable if he fails to take 
proper care of the securities of his bank ; for example, he becomes 
individually responsible by lending to customers of the bank for 
inspection, verification, or for any other purpose, securities held as 
collateral, if in so doing he causes the bank to meet with a loss. 

The duty of instructing the officers and employees of a bank as 
to what constitute their duties, devolves upon the president, espe- 
cially the directing of the proper employees not to pay an instru- 
ment which is improperly drawn or executed, and when through 
his neglect of this office the bank suffers a loss, he can be held 
accountable. 

He is likewise responsible for a loss resulting from a failure on 
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his part to see that trusted officers and employees of his institution, 
give bond for the faithful performance of their duties. 

The degree of care and supervision expected of the president is 
largely dependent upon the compensation which he receives, the 
degree of vigilance required being less in a case where the salary is 
only nominal than it is in a case where he is reimbursed for the ex- 
penditure of his entire time. 

From a time when the memory of man runneth not to the con- 
trary, the cashier or treasurer has been regarded as the second of- 
ficer of a financial institution, subject to the president's supervision. 
From a legal standpoint, the cashier's authority exceeds that of the 
president, as he bears more the relationship of agent to the corpora- 
tion than he does to the directors. He is the executive of the finan- 
cial department of his bank, and, while acting within the scope of 
his authorized powers, he binds his institution although he has ex- 
ceeded his instructions. 

The cashier, as agent, is subject to personal liability for such loss 
as his principal has suffered through failure on his part to exercise 
reasonable skill and ordinary care in the performance of his duties, 
and when there is evidence of bad faith, particularly in the grant- 
ing of loans, he is especially liable for such loss as his bank may 
incur through his act. 

Although it lies within the power of the cashier to issue certi- 
ficates of deposit, yet the same restrictions exist in this instance 
as govern him in the certifying of checks. He is not permitted to 
issue a certificate to himself, therefore, such an instrument is void 
on its face, it being apparent to any one that the cashier is acting in 
a dual capacity. 

Where the funds are insufficient to warrant his action, he makes 
himself personally liable to the bank for issuing certificates of 
deposits on certifying checks. 

He incurs a like responsibility by releasing a debtor, surety, 
judgment, or mortgage without due consideration. He is not al- 
lowed to revive a debt barred by the Statute of Limitation, or 
promise to pay a check where the drawer, at the time of the promise 
had not placed with the bank sufficient funds to cover the amount. 
He cannot undertake to pay a debt which his bank does not owe. 

The cashier, though required to use reasonable diligence in ob- 
serving the conduct and work of those officers who come under his 
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supervision, is not held accountable for their honesty and fidelity. 
It is hardly necessary to add that each officer is individually liable 
to his bank for such loss as it may suffer by reason of his fraudulent 
acts, and that these wrongs cannot be condoned, as it is not within 
the powers of the board to grant to any officer the right to plunder 
the funds of his institution. 

J. Hector McNeal. 



